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OPINION

Prior to February of 1993, Long Hedth Enterprises, Inc, (hereinafter "L ongHealth™)operated
three health clubsin Knoxville under the name Court South. Membership contracts between Long
Health and club members typically provided that after an initid down payment members were
obligated to pay monthly dues for either one year or thirty six months and under life time
membership contracts the fee for membership was paid in full when the contract was signed. All
state and local sales taxes due on the membership contracts were remitted by Long Health to the
Department of Revenue at the time the contracts were signed. (The Appellant, Ruth E. Johnson,
Commissioner of Revenue, State of Tennessee, will hereafter be referred to as “the Department.”)



In October of 1991 Long Health filed for bankruptcy protection under Chapter 11 of the
Bankruptcy Code and in January of 1993, with the approval of the bankruptcy court, the assets of
Long Health, including the Court South health clubs, were purchased by Joseph A. Hollingsworth,
Jr. freeand clear of al existing liensand clamswith awarranty that L ong Health had paid, or would
adequately provide for the payment of, all taxes. In acquiring the assets of Long Hedth, Mr.
Hollingsworthwasrequired to assumethe duties of honoring the Court South membership contracts.
Although Mr. Hollingsworth purchased Long Hedth's assets at this time, he did not purchase its
capital stock

On February 16, 1993, pursuant to a document entitled Assignment and Bill of Sale of
Contract Rights, General Intangibles, and Accounts Receivable, Mr. Hollingsworth transferred the
Long Health assets purchased by him the previous month to the Appellee, Hollingsworth, Inc.
(hereinafter "Hollingsworth™) for the sum of "One Dollar ($1.00) and other good and vauable
consideration.”

Inthelatter part of 1993, Hollingsworth, determined that some of the membership contracts
it had assumed were bad debts and began taking bad debt credits on its Tennessee State and Locd
Salesand Use Tax Returns. In consequenceof these bad debt credits, Hollingsworth cal cul ated that
it owed zero taxes on returns filed for periods from August of 1993 through December of 1998.

In 1995 the Tennessee Department of Revenue (hereinafter “the Department”) conducted a
salesand usetax audit of Hollingsworth for the period of June 6, 1993, through December 31, 1994.
The auditor found no adjustments for which to make an assessment and approved bad debt
deductions claimed by Hollingsworth in the amount of $2,242,180.00 based on the belief that
Hollingsworth had purchased Long Hedth's capital stock as well asits assets.

In 1999 another audit was conducted by the Department for the periods from October 1,
1995, through December 31, 1998. This audit resulted in the disallowance of bad debt deductions
in the amount of $2,043,698.00 claimed on returns for those periods upon a determination by the
Department that Hollingsworth wasnot the* dealer” who paid thetaxes under T.C.A. 67-6-507(€)(1)
Itisalso stated intheaudit report that “ [t] he bad debt deduction isbeing denied becausethe taxpayer
did not buy the capital gock of Long Hedth Enterprises, Inc.” In consequence of the disallowance
of the bad debt deductions Hollingsworth owed taxes in the amount of $168,605.00 plus interest.

Hollingsworth paid the amount assessed and then filed aclaim for refund which was denied
upon determination by the Department that Hollingsworth did not purchase Long Health's capital
stock whenit purchased L ongHealth’ sassetsin 1993 and was hot the deal er who paid the salestaxes
asrequired under T.C.A. 67-6-507(e)(1). On November 16, 1999, Hollingsworth filed suit in the



Knox County Chancery Court seeking a refund of the taxes paid' in compliance with the
Department’ s audit.

After filing suit Hollingsworth acquired the capitd stock of LongHealthand Hollingsworth
and Long Health executed a document which states that it assignsthe sales tax credits at issue to
Hollingsworthin consideration of onedollar and other good and valuable consideraion. Thereafter,
on March 21, 2001, Hollingsworth merged into Long Health, with Long Hedth as the corporation
surviving the merger.

On September 10, 2002, the Trial Court entered its opinion finding that the transfer of Long
Health's assetsto Hollingsworth during the bankruptcy proceeding included transfer of the right to
receivethe bad debt tax credits upon default of membership contracts. Pursuant to thisfinding the
Court ordered the Department to refund Hollingsworth $162,665.00 plus interest. Thereafter, the
Department filed this appeal.

Our standard of review in this non-jury case is de novo upon the record of the proceedings
bel ow and thereisno presumption of correctnesswith respect tothe Tria Court'sconclusionsof law.
Campbell v. Florida Seel Corp., 919 SW.2d 26 (Tenn. 1996) and T.R.A.P. 13(d). TheTria Court's
factua findings are, however, presumed to be correct and we must affirm such findings absent
evidencepreponderating to the contrary. Union Carbide Corp. v. Huddleston, 854 SW.2d 87 (Tenn.
1993). Inthe matter now before usthe factsare not disputed. Therefore, it isour duty to determine
whether the Trial Court erred in its conclusions of law.

The issue presented for our review, as restated, is whether T.C.A. 67-6-507(e) permits
Hollingsworth to offset taxes it owes by utilizing bad debt credits resulting from the default of
membership contracts originally entered into between Long Health and members of its Court South
health clubs.

T.C.A. 67-6-507(e)(1) permitsadeal er acredit on histax return under ceratin circumstances
asfollows:

A dealer who has paid the tax imposed by this chapter on any sale as
defined in 8 67-6-102 may take credit in any return filed under the provisions of
this chapter for the tax paid by the dealer on the unpaid balance due on accounts
which, during the period covered by the current return, have been found to be
worthlessand are actually charged off for federal income tax purposes; provided,
that if any accounts so charged off are thereafter in whole or in part paid to the

1Whilethiscasewas pendinginthe Trial Court an error was discovered in favor of Hollingsworth in the amount
of $5,940.00 and, as a result, the amount now in dispute totals $162,665.00 plusinterest based on the disall owance of
bad debts totaling $1,971,698.00. (The Department states that Hollingsworth claimed sal estax creditson returns filed
for the periods of August 1993 through September 1995 in the total amount of $203,863.02 based on total bad debts
attributable to the Court South clubsinthe amount of $2,471,067.00. The Department asserts that it isprohibited from
recovering this $203,863.02 because the statute of limitations has run.)
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dedler, the amounts so paid shall be included in the first return filed after such
collection and the tax pad accordingly.

Neither party questionsthe fact that sales taxes due on membership contracts were remitted
to the State by Long Hedth when the contracts were entered into, that some of those contracts were
subsequently defaulted upon and that, as a result, bad debt sales tax credits became available
pursuant to the above statute. However, the Department disagrees that Hollingsworth isthe entity
entitled to claim such credits.

The Department arguesthat Long Health, not Hollingsworth, made the membership saleson
credit and assumed the risk of nonpayment. The Department notes that Hollingsworth only
purchased the assets of Long Health in 1993 and did not purchase Long Health’ s capital stock and
assumetheliabilities associated with ownership of that stock until 2001. The Department maintains
that, because Hollingsworth never incurred the expense of paying the salestax due on the defaulted
contractsit isnot entitled to claim the bad debt credits allowed under T.C.A. 67-6-507(€e)(1). The
Department argues that Hollingsworth is not, in the words of the statute, the “ ded er who has paid
the tax” and that credits for taxes on uncollected accounts are limited to the original seller.

Hollingsworth notes that the parties have stipulated that, in acquiring the assets of Long
Healthin 1993, it “was required to take over the operation of three (3) health clubs, perform the
membership contracts, receive income from the membership contracts, and provide health club
servicesfor al club members pursuant to their membership contracts.” Hollingsworth notesthat it
acquired 11,000 membership contracts from Long Health and that it serviced all of those contracts,
including those contracts which were defaulted upon. Hollingsworth maintains that the argument
that it never incurred the expense of paying the sales tax ignores the cost incurred in its purchase
and assumption of obligationsassociated with the heal th club membership contracts. Hollingsworth
argues that, by honoring all these contracts, it provided valuable consideration for any tax credits,
even though it did not specifically identify an amount to be paid for such tax credits when it
purchased Long Health’' s assets in 1993.

Both parties and the Trial Court, in its opinion, reference Suntrust Bank, Nashville v.
Johnson, 46 S.W.3d 216 (Tenn. Ct. App. 2000). In Suntrust the plaintiff bank entered into financing
agreements with various automobile dealers to provide financing for customers of those dealers
seeking to purchase an automobileon credit. At thetimeof purchasethe deal er and purchaser would
customarily enter into aretal installment sal escontract with the automobile servingas security. This
retail installment salescontract financed the unpaid portion of the purchase price, dealer chargesand
all salestax due as aresult of the sale. After the sale was complete the deder would then sell the
retail installment contract to the bank at a discount and assign the bank dl itsright title and interest
in the contract without recourse. Upon receipt of the contract the bank would pay the dealer the
amount upon which they had agreed, including the total salestax due on the sale of the automobile
and this sales tax amount was then remitted to the State by the automobile dealer. Under the facts
in Suntrust, several purchasers of automobiles defaulted upon contracts purchased by the bank and,
as aresult, the bank wrote off the amounts outstanding under those contracts as uncollectible bad

-4-



debt and filed a claim with the Department of Revenuefor arefund of sdes tax attributable to the
contracts. The Department denied the daim for refund based upon Tenn. Comp. R. & Regs. r. 1320-
5-1-.52(3) which disdlows sal estax refundsto banks purchasinginstallment sal es contracts without
recourse. The bank then filed suit against the Department in chancery court and the court decreed
that the refund should be denied because the bank was not the dealer that paid the taxes at issue as
required under T.C.A. 67-6-507(e)>. Thisjudgment was affirmed on apped.

Hollingsworth assertsthat Suntrust and the present matter are distinguishable, contending
that our decision in Suntrust was based on the regulation set forth at Tennessee Comp. R. & Regs.
r. 1320-5-1-.52(3)(1990) and its interpretation by the Department. Hollingsworth also notes our
statement in Suntrust that it is “reasonable to assume that the General Assembly is aware that
automobiledealerscustomarily assign retail installment sales contracts to banks and other financial
ingtitutions.” Hollingsworth’s apparent argument is that our holding in Suntrust pertains only to
banks purchasing retail salescontractswithout recoursefrom automobiledeal erships. We disagree.

In Suntrust our analysis of the bank’s claim for arefund began with the following statement
on page 223 regarding the issue under review:

Weare called uponto determinewhether the purchaser of aretail installment sales
contract from a dealer who actually remitted the sales tax resulting from the sale
of tangible persona property isentitled to the same* bad debt” salestax credit that
the dealer itself would have been entitled to had it not assigned its rights.

There is nothing in this statement which limited the issue to contracts without recourse
between banks and automobile dealerships. Thereafter, we stated that “[a]rriving at the answer is
essentidly an exercise in statutory construction because [the bank’ 5] rights, if any, must be found
in Tenn. Code Ann. 8§ 67-6-507(e)(1) and other relevant portions of the Retailer’s Sales Tax Act.”
We then proceeded to analyze T.C.A. 67-6-507(€)(1) pursuant to recognized rules of statutory
construction, among them the rule that a court should assign statutory language its natural and
ordinary meaning unless the context requires otherwise. Employing thisrule, we found as s&t forth
on page 225:

By the statute’'s plain terms, the sales tax credit is available only to the “dealer
who has paid the tax imposed by thischapter.” Thislanguageisunambiguousand
cannot reasonably be construed to include the assignees of ded erswho have paid
the salestax.”

Thisfinding was not limited in any way to assignments between financia institutions and
automobiledealers. After making thisfinding, based upon the plain meaning of the statute, we went

2AIthough T.C.A. 67-6-507(e) (1) authorizes credits rather than refunds, afootnote in Suntrust recognizes that
T.C.A. 67-1-1802 allows a taxpayer who initially fails to claim a credit, as did the bank, to claim arefund of taxes
overpaid asthe result of such failure.
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on to note that our interpretation of the statute was “buttressed” by the Department’ slong standing
interpretation of the statue asreflected in Tenn. Comp. R. & Regs. r. 1320-5-1-.52(3) and that the
regul ation was consi stent with the statute, the bank’ s assertion to the contrary notwithstanding. In
view of our finding that the regulation was based upon areasonabl e i nterpretation of the statute and
that the regulation “had been consigently administered by the Department without challenge over
along period of time” we accorded the Department’ s interpretation of the statute “great weight.”

Our primary findingin Suntrust wasan unqualified finding that under T.C.A. 67-6-507 (€)(1)
sales tax credits under the statute are only available to the dealer who paid the tax. In the instant
matter it is stipulated that Long Health, not Hollingsworth, remitted to the Department all state and
local sales tax due on the membership contracts. Consistent with Suntrust, we do not find that
T.C.A. 67-6-507(e)(1), which makes the salestax credits only available to a“dealer who has paid
the tax imposed by this chapter”, allowstax credits to the assignee of a ded er who has paid the tax.

Hollingsworth asserts that it assumed the obligation of servicing all of the membership
contracts assigned to it by Long Health, including those contracts which were defaulted upon, and
that it was required to do this by the bankruptcy court as a condition of purchase. Hollingsworth
argues that the costs incurred in servicing these contracts provided valuable consideration for any
tax credits, “eventhough it did not specifically identify in its purchasing agreement an amount pad
or to be refunded for tax credits’ it was to later claim. Hollingsworth references the assignment
between the partiesin Suntrust noting that in that case the bank was not assigned obligationsarising
under the contracts between the dealers and automobile purchasers, whereas in the present matter
Hollingsworth did assume the obligation to service the contracts in question.

Inthis matter, asin Suntrust, we find no explicit assignment of the right to obtain abad debt
salestax credit under T.C.A. 67-6-507(e)(1). Althoughtherewasno suchassignment Hollingsworth
evidently argues that its right to the bad debt credits comes about as a result of the fect that it was
required to assumethe obligations arising under the contracts on which the taxes were paid. The
Trial Court found that “ avalid assignment of the tax credits[in Suntrust] would have rendered a
different result”in that case and that in the present matter “the right to receive these credits were
effectively transferred in the bankruptcy proceedings.” We respectfully disagree with both
Hollingsworth and the Trial Court. In Suntrust we recognized that “[o] ne of the general principles
of thelaw of assignmentsisthat the assignee * stepsinto the shoes of theassignor’ withregardtothe
matters covered by the assignment.” However, we further noted that “the traditional principles of
statutory construction applicabl e to statutes granting tax credits, deductions, or exemptions, should
prevail over general assignment principles.(citations omitted) Statutes providing exceptions from
taxation should be construed strictly against the taxpayer.” We believethat this policy holds true
under the circumstances of the present case and we are compelled to construe the plain language of
T.C.A 67-6-507(e)(1) againg Hollingsworth notwithstanding theassertion that it wastransferred the
tax credits at issue.

Hollingsworth also argues, in accordance with the Trial Court opinion, that its merger into
Long Health in March of 2001 entitlesit to claim the sdes tax credits in question. From its post
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merger stance asacorporate entity merged into Long Health, Hollingsworth assertsthat “ Longisthe
new company and standsin the shoesof Hollingsworth and Long Health, and may enforce therights
of these compani esand be subjected totheliabilities of theassigned contracts.” Hollingsworth cites
two cases in support of this argument - Little Sx Corp. v. Johnson, an unreported opinion of this
court filed in Nashville on May 28, 1999, and Insurance Company of North America v. Long, 389
S.W.2d 245 (Tenn. 1965).

Under thefactsin Little Sx, in 1987 the Little Six Corporation begananew busnessentitied
Short Mountain®. In 1989 Little Six merged with Short Mountain with Little Six as the surviving
corporation. After themerger Little Six attempted to claim excisetax deductionsunder T.C.A. 67-4-
805(b)(2)(C)(i)* for net operating losses which had been generated by Short Mountain prior to the
merger. The Department of Revenue denied the deductions based upon its Revenue Rule 1320-6-1-
.21(2)(d) which provides as follows:

Each corporation is considered a separate entity; therefore, in case of mergers,
consolidations, etc. nolosscarryoversincurred by the predecessor corporationwill
be allowed as a deduction from net earnings on the tax return of the successor
corporation.

The taxpayer filed suit requesting that it be allowed the loss carryovers. The trial court
allowed the deductions based on federal caselaw, which alowsloss-carryover deduction aslong as
the business seeking to use the deductionsis substantially the same business that is responsible for
the loss and the profits it is seeking to offset. The trial court also relied upon T.C.A. 48-21-108
which provides that the property and liabilities of merging corporation are vested in the surviving
corporation. This court, however, reversed the trial court noting that Tennessee has never adopted
the federal continuity of business test relied upon by the trial court and that the excise statutes and
corporate merger statutes are not in pari materia and should not be construed as such. We noted that
therevenuerulerelied upon in the denial of the loss carryover deductions was promulgated prior to
T.C.A. 67-4-805(b)(2)(C)(i) and the legislature did not draft the statute in such away as to render
the rule inoperative, although it could have done so.

We acknowledged in Little Sx that had Little Six merged into Short Mountain then Short
M ountainwould have been entitled to the deduction. Hollingsworth arguesthat, having merged into
Long Health, it is in the position that Little Six would have been in had it merged into Short

3The opinion also refers to this business as Sand Mountain.

4T.C.A. 67-4-805(b)(2)(C)(i) providesin pertinent part that there shall be subtracted from taxableincome*“[a]lny
net operating lossincurred for fiscal yearsending on or after January 15, 1984, “net operating loss” being defined as the
excess of allowable deductionsover total income allocableto this statefor theyear of the loss, and which may be carried
over and allowed in succeeding tax years until fully utilized in the next succeeding taxable year or years in which the
taxpayer has net income, but in no case for more than fifteen (15) years after the taxable year in which the net operating
loss occurs.”
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Mountain. Accordingly, Hollingsworth contends that it is entitled to the sales tax credits just as
Short Mountain would have been entitled to the loss carryover deductions. We disagree.

First of all we are compelled to point out that our acknowledgment that Short Mountain
would have been entitled to the deduction had it survived the merger in Little Sx constitutes obiter
dictum and, as such, is not binding precedential authority under the doctrine of stare decisis.
Shepherd Fleets, Inc. v. Opryland USA, Inc. 759 S\W.2d 914 ( Tenn. Ct. App. 1988). In any event,
we do not agree that our decision in Little Sx is relevant under the circumstances of the present
matter. In Little Sx we were seeking to determine the taxpayer’s right to net operating loss
deductionsbased upon an andyssof T.C.A. 67-4-805 and Revenue Rule 1320-6-1-.21(2)(d) neither
of which is applicable in the present matter. Our decision in the case now before us is compelled,
asdiscussed above, by our construction of the specific statutory language of T.C.A. 67-6-507(e)(1),
not the language of thelaw which we analyzed in Little Sx. Theargument that our decisioninLittle
Sx requiresthat we allow Hollingsworth the salestax creditsit seeksin the present caseis without
merit.

Hollingsworth contendsthat di scriminating between net operatinglossesand bad debt credits
and between sales taxes and excise taxes constitutes the employment of a double standard.
Holllingsworth citesWar ner-Tramble Company, Inc. v. Taylor, 778 SW.2d 440 (Tenn.1989) for the
propositionthat the Department isprohibited “from applying one definition for taxing purposesand
adifferent definitionfor exemption purposes.” InWarner-Trambleour Supreme Court held that the
state commissioner of revenue could not tax aserviceasa“repair service” under taxing regulations
and then deny that the same service was a “repair service’ for exemption purposes under the
applicablestatute. Wedo not find that the Court’ sholding in Warner-Trambleisrelevant under the
circumstances in the instant matter where there is no atempt by the Department to apply varying
definitions to the same term for purposes of taxation and exemption. The right to bad debt credits
for salestaxes and the right to claim excise deductions for net operating losses are different matters
subject to separate analysis.

Finally, Hollingsworth citesInsurance Co. of North Americav. Long, 389 SW2d 245 (Tenn.
1965) as support for its argument that its merger into Long Health entitles it (Hollingsworth) to
utilizethebad debt salestax credits. Specificaly, Hollingsworth setsforth at page 248 thefollowing
language from Miller v. Lancaster, 45 Tenn. 514 (1868):

Where such consolidation and merger of corporationsare made, and such transfer
of rights and properties, and assumption of liabilities between the old and new
companies are effected, the new company stands in the stead of the old
companies, and may enforce the rights of the old companies, and be subjected to
their liabilities.

Hollingsworth states that, as the new company resulting from the merger in the present

matter, Long Health now “stands in the shoes of Hollingsworth and Long Health, and may enforce
the rights of these companies and be subjected to the liabilities of the assigned contracts.”

-8



Hollingsworth also reliesupon T.C.A. 48-21-108(a)(2) which providesthat when thereisa
merger of corporations*”[a]ll property owned by each corporation ... that isaparty to the merger shdl
be vested in the surviving corporation without reversion or impairment.”

We do not agree that the merger in 2001 placed the survivor of themerger in Long Health’s
position asit wasin 1993. The articles of merger entered into by the partiesin this case state that
“the merger is to be effective when these articles are filed by the Secretary of State.” The record
shows that the articles of merger signed by Long Health and Hollingsworth were received by the
Secretary of State on March 19, 2001. T.C.A. 48-21-108(a)(1) provides that “[w]hen a merger
becomes effective ... the corporation ... that is a party to the merger or is created thereby and is
designated in the plan of merger as an entity surviving the merger shall survive, and the separate
existence of every other corporation ... that is a party to the merger shall cease.” We construe the
language of this statue to mean, as the Department argues in its brief, that until the merger is
effective the separate identity of each party to the merger continues to exist and each corporation
retainsits separate assets and liabilities. It isour determination that thebad debt tax credits at issue
were no longer available at the time of the merger in March of 2001 and, therefore, cannot be
claimed by the survivor.

T.C.A. 67-6-507(e) alows adealer who has paid sales taxes on worthless accounts to take
acredit for such taxeson thetax returnwhich coversthe period in which the account was determined
to be worthless and was declared uncollectible. Alternatively, it appears that under T.C.A.67-1-
1802(a) such deder can claim arefund of the overpayment which resulted from itsfailure toclaim
thecredit towhich it was entitled; however, thismust be done within three yearsfrom December 31
of the year in which the payment was made. We have determined that the dealer in this case, for
purposes of T.C.A. 67-6-507(e), was Long Health; however, Long Health never followed the
requisite procedure for claiming the bad debt credits in question.

Hollingsworth argues that auditor Marcum’s 1995 approva of bad debt deductions in the
amount of $2,242,180.00 amended the tax returns reviewed in tha audit based on the parties’
stipulation that “[a]n audit is deemed to amend the tax returns which are the subject of the audit if
changes are made to those returns as a result of the audit.” Hollingsworth contends that “[o]nce
these creditswere audited and in the Department’ s system, Hollingsworth, Inc. had theright to carry
themforward for credit against future salestax owed without any limitation period. Therefore, Long
Health, the surviving corporation of the merger, between Long Health and Hollingworth, Inc., had
the right in 2001 to utilize the bad debt credits which had been audited in 1995 and placed in the
system.” Wedisagree. Aspreviously noted, the auditor’ sapproval of the deductionsclaimedinthe
returns hereviewed in 1995 was based upon his mistaken bdief that Hollingsworth purchased Long
Health’ scapital stock in 1993. We have determined that Hollingsworth was not the deal er who paid
the taxes under T.C.A. 67-6-507(e) and was not entitled to the credits claimed. Hollingsworth
apparently contendsthat asareault of theauditor’ serroneous conclusion that the deductionsclaimed
should be allowed the Department is forever estopped from denying the bad debt credits. However,
it iswell settled in this state that “the doctrine of estoppel does not operate againg the State with
respect to the collection of itsrevenue.” Memphis ShoppersNews, inc. v. Woods, 584 S.W.2d 196
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(Tenn.1979). Hollingsworth’ sargument that Long Health retainsentitlement to the bad debt credits
in consequence if the auditor’ s mistake is without merit.

We affirm the judgment of the Trial Court initsaward of $7,932.00 representing moniesthe
Department concedes Hollingsworth is due as the result of an auditing error discovered during the
pendency of trial. We otherwise reverse and dismiss the judgment of the Trial Court and remand
the case for collection of the judgment and costs below. Costs of gppeal are adjudged aganst
Hollingsworth, Inc. akaLong Health Enterprises, Inc.

HOUSTON M. GODDARD, PRESIDING JUDGE
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